REGULATION OF SECURITIES BY THE FEDERAL TRADE COMMISSION
FRED RODELLt THE Federal Securities Act was passed to protect individuals from losing their money by investing it in unsoundly or unscrupulously financed business enterprises.' If the bald statement amounts to a truism, that fact is not made apparent by the oral and written discussion which the Act has provoked. 2 Informed by that discussiofi alone, the layman might as readily suppose that the Act was intended to harass innocent dealers in securities and drive honest investment bankers out of business. For discussion of the Act has crowded around the provisions for civil liability, 3 in the nude. Unclothed by judicial interpretation, unhampered by application to a definite set of facts, these provisions have appeared as bogey-man .a Financial leaders and the lawyers who work for them, anxious to see those provisions restricted, have blown them up to impossible proportions, and have read into them in the abstract such meanings as they themselves would be the first to discredit in the particular. 4 tAssistat Professor of Law, Yale University. More than the customary acknowledgment is due to John Gates, of tlhe third year class in the Yale School of Law, without whose assistance this article would not have been written.
1. The simplicity of this statement does not signify unawareness of the fact that what the Act literally dqes is to afford publicity to the pertinent facts concerning a security issue, and thus presumably enable the investor to judge its worth. It is true that the average investor may make use of this opportunity only indirectly, in accepting the financial advice of his banker or broker who will make the actual judgment on the facts divulged. It is also true that the Act imposes remedial and punitive penalties on those responsible for false or misleading publicity. Nevertheless, the essential purpose of the Act, whether accomplished actively or passively, directly or indirectly, is to protect investors.
Whatever the merit of this discussion, however genuine these fears may be, attention has been effectively steered away from the basic purpose of the Acts That purpose is to prevent before curing; to protect before punishing. 6 And no matter how great the deterrent effect of the fear of civil liability, it is significant that beforehand protection of investors is not left to that fear alone. The Act provides a definite method of affirmative protection. Only when that protection fails will civil liability be invoked. Only to the extent that it fails can fear of liability act as a deterrent. That protection is embodied in the power of the Federal Trade Commission to issue and enforce stop orders against the sale of improperly registered securities. 7 existing resources by putting his name on financing under a law that makes him personally liable for the next ten years and adopts the un-American principle that he is to be judged guilty unless he can be proven innocent." See also A. V. Godsave, vice-president and trust officer, Pacific National Bank of Seattle, (1933) 30, 1933 , said: "The Commission's powers of regulation have been rarely emphasized in any discussion of the Act and to my mind they are of great consequence. . . . I make these remarks on the Commission's powers of regulation and interpretation not for the sake of emphasizing the powers as such but to illustrate the flexibilities inherent in the Act and its capacities for adaptation to the complexities of the situations it covers. Indeed, if half the energy that has been expended in fulminating against the Act and propagandizing for amendments were enlisted in the effort to advise the Commission in the wise exercise of its powers, the government and issuers, bankers, lawyers, and accountants would be far nearer to a solution of their problems." (1933) 137 Com . AND FnT. CHRON. 3243.
6. President Roosevelt in his message to Congress said: "The purpose of the legislation I suggest is to protect the public with the least possible interference to honest business." See Hearings on H. R. 4314, 73d Cong., 1st Sess. (1933) at 1. The Act itself is entitled: "To provide full and fair disclosure of the character of securities sold in interstate and foreign commerce and through the mails, and to prevent frauds in the sale thereof, and for other purposes."
§ 8:
"(b) If it appears to the Commission that a registration statement is on its face incomplete or inaccurate in any material respect, the Commission may, after notice . . . and opportunity for hearing . . ., issue an order prior to the effective date of registration refusing to permit such statement to become effective until it has been amended in accordance with such order. When such statement has been amended in accordance with such order the Commission shall so declare and the registration shall become effective at the time provided in subsection (a) or upon the date of such declaration, whichever date is the later.
"(c) An amendment filed after the effective date of the registration statement, if such amendment, upon its face, appears to the Commission not to be incomplete or inaccurate in any material respect, shall become effective on such date as the Commission may determine, having due regard to the public interest and the protection of investors.
"(d)
If it appears to the Commission at any time that the registration statement includes any untrue statement of a material fact required to be stated therein or necessary to make the statements therein not misleading, the Commission may, after notice . . . The stop order is the first line of defense against bad security issues. It can and should become the main line of defense. Direct recourse to the courts for injunction' or mandamus, 9 such as is granted the Commission, should be needed only rarely,-to put teeth into a disobeyed stop order or to spike a flagrant violation of the Act.
Moreover, the importance of the Commission's issuing or, conversely, its failure to issue a stop order can not be overestimated in its effect on subsequent civil or criminal suits arising from the sale of registered securities. Despite insistence by the Commission, 0 by Congress," and by President Roosevelt 12 that registration under government supervision does not amount to a guarantee of the security, such registration can not help but amount to a guarantee of immunity to those connected with the issue who have neither consciously nor carelessly allowed material facts to be misstated nor consciously allowed material facts to be omitted. Whether or not approval of the scope of a registration by one branch of the government, the Commission, might estop another branch of the government, the courts, from later recording disapproval in the form of a liability judgment, as a member of the Commission has suggested, 3 it is at least certain that Commission acquiescence in a registration statement will weigh almost conclusively in favor of a defendant charged with neglect to include in the statement facts about which he had no special knowledge. In short, where the "materiality" of an and after opportunity for hearing . .. , issue a stop order suspending the effectiveness of the registration statement. When such statement has been amended in accordance with such stop order the Commission shall so declare and thereupon the stop order shall cease to be effective."
Subsection (e) empowers the Commission to make an examination in order to determine whether a stop order shall issue under subsection (d).
8. § 20 (b).
§ 20 (c).
10. Federal Trade Commission, Rules and Regulation under the Securities Act (1933) art. 16, requires the following statement in every prospectus: "Neither the fact that such registration statement has been filed with the Commission, nor the issuance of the prospectus under the rules or regulations prescribed, shall be deemed a finding by the Commission that this prospectus is true and accurate on its face, or omits to state a material fact or to mean that the Commission has in any way passed upon the merits of, or given approval to, such prospectus or the security mentioned therein."
11. The House Committee on Interstate and Foreign Commerce stated in its report, H. R. Rep. No. 85, 73d Cong. Ist Sess. (1933) at 3: "In brief, the aims set forth by the President are: ... (2) A requirement that whatever action taken by the Federal Government for such disclosure should be limited to that purpose and should be so devised as not to be capable of being construed as an approval or guarantee of a security issue. . . . The achievement of these ends is the principal purpose of this bill."
12. President Roosevelt in his message to Congress, supra note 6, said: "Of course, the Federal Government cannot and should not take any action which might be construed as approving or guaranteeing that newly issued securities are sound in the sense that their value will be maintained or that the properties which they represent will earn profit."
13. Landis, supra note 5.
[Vol. 43 omission is concerned-and it is about this point that much of the persecution cry has been raised,' 4 -no court is likely to expect an otherwise blameless individual to be a better guesser than the Commission itself. Thus, in the absence of carelessness about ascertainable facts or a downright intention to deceive on the part of those responsible for a security issue, such protection as the Act affords investors hinges on the ability and alertness of the Commission in supervising registration of securities." It is for the Commission also to catch misstatements and frauds whenever possible. But in the short space of time"G allotted the Commission for investigation, concealed inaccuracies and clever deceit will often slip through undetected. It is in such instances and such instances only, where affirmative protection fails, that the curative rights of investors and the punitive power of the government will come into play. In day-to-day practice, and with respect to the overwhelming majority of securities issued, the effectiveness of the Act will depend directly on the able use of the stop order by the Commission.
14. See articles cited note 2, supra. In the Wall St. Journal, Oct. 31, 1933, at 1-2, F. M. Gordon, president of the Investment Bankers Association, asserts that inclusion of absolutely all facts with respect to any issue in a prospectus is impossible and that an apparently trivial point omitted therefrom may in the light of later events turn out to be of material importance and subject each banker and corporation to civil and criminal liability. Landis, supra note 5, at 3242, in discussing such objections, indicates that such fear seems unfounded inasmuch as the materiality is undoubtedly to be determined in view of the circumstances at the time of registration.
15. Such alertness has to date been clearly demonstrated. Some $319,500,000 worth of securities had been filed for registration with the Commission up to Nov. 8, 1933 . By Oct. 28, 1933 , eleven stop orders had been issued in the following cases: (1) Speculative Investment Trust for failing to file a copy of proposed prospectus, not having proper certification of its balance sheet, and for incorrect statements as to shares outstanding; (2) American Gold Mines Consolidation, Inc., for omissions in balance sheet, improper certification, and confusion as to shares already subscribed exceeding the amount registered for issuance; (3) Industrial Institute, Inc., for general deficiencies in its statement; (4) Transcontinental Precious Metals Corp. for failure to make prospectus show essential features set forth in registration data; (5) Southern Crude Oil Co. for omission to file balance sheet, profit and loss statement, and prospectus; (6) Liberty Brewing Co. for failure to include in prospectus some essential features of registration statement; (7) Byron Gold Mining Co. for omission of certification, incomplete prospectus, and incomplete statement of shares authorized; (8) Southwestern Trading Co. for failure to state underwriter's commission, to name executive officers, and to make prospectus "tie up" with registration statement; (9) Golden West Mining Co. for discrepancy in assets and liabilities, incomplete profit and loss statement, and lack of certification; (10) Shamrock Gold Mining Co. for incomplete report as to interests of officers, directors, and underwriters in property acquired and failure to name donor of treasury stock; (11) Van Cortlandt Recreation Corp. for incomplete report of interest of President in property acquired, for confusion of balance sheet items, and failure to report purposes of security offered. (1933) Over the head of the Commission, however, hangs a perpetual sword of Damocles in the power of the courts to review.' 1 If the enforcement of the Act rests with the Commission, the efficacy of that enforcement rests just as surely with the courts, in the tolerance with which they come to regard the Commission's regulations and orders.
The courts which first review the Commission's orders will not be working wholly without benefit of precedent. Government control of security issues is not new. Moreover most of the state Blue Sky laws are set up and administered along the same line as the Federal Securities Act.1 8 Under most of them, although the field of regulation is more limited, 9 there is the same preliminary control of specific security issues, the same privilege of investigation, the same power to prohibit the sale of questioned issues. 2 " Some of these state statutes allow the commissions entrusted with their enforcement even broader discretionary powers than are granted under the federal Act. 2 ' Stop orders may be issued 17. § 9 (a). 18. Forty-seven states have Blue Sky laws. Three of these statutes are punitive in nature, while the remainder are preventive. Most of the latter have provisions to control the sale of specific issues of securities by either qualification or notification, or both. Qualification provides for approval and sale only after a preliminary investigation similar to that required by the Federal Securities Act. Administration by qualification has proved to be limited for two reasons: (1) the delays of preliminary approval are often so onerous that bankers avoid selling in such states; (2) in a number of states requiring qualification, modification of the terms of an issue permit it to be registered by notification instead and this makes the issue effective on filing, with a power of stop order remaining in the commission to be exercised when deemed advisable. (1933) 1173. In general the statutory exemptions include: (1) securities of state, federal, or municipal governments; (2) enterprises already subject to regulation; (3) issues listed on the New York Stock Exchange; (4) issues rated highly by financial manuals; (5) issues meeting certain tests of earning power; (6) most real estate mortgage bonds and notes; (7) shall not be granted where it appears to the commission ". . . that the proposed disposal of securities is on unfair terms") ; Wis. Laws 1933, c. 158, § 189.07 ("If the proposed plan of business of the issuer is not unlawful, dishonest, fraudulent, or otherwise contrary to public policy; the plan of financing is not unfair, inequitable, dishonest, or fraudulent . . . otherwise it shall issue its ... order denying the application.").
[Vol. 43 for any reason which the controlling board deems consonant with the public interest. 22 Yet even where the powers granted are so broad as perhaps to justify the judicial fear of bureaucratic government, the courts have not tried to restrict the commissions in their control of intrastate security transactions under the Blue Sky laws. 2 3 There has been a definite reluctance to interfere with administrative decisions unless clearly arbitrary or beyond the scope of the regulatory power.-4 The mere fact that, according to the board's judgment, the contemplated business venture did not have much chance of success has been held sufficient cause to warrant a stop order against the sale of securities. 25 This judicial attitude of tolerance was well expressed by the Supreme Court of Minnesota when it said: 20 "In view of the ingenuity of those who seek to induce men and women to put their money into far-off speculative enterprises over which the investor has little or no control, and in view of the paternalistic character of Blue Sky Laws, it should be the policy of the courts to refrain from hampering the State officials in the performance of their duties by placing a narrow construction on such laws."
Again, where state utility commissions are granted control of utility securities, -2 1 the courts have been loath to disturb commission findings and regulations. 2 8 This fact is especially significant in the light of the extensive control exerted by the courts and the correspondingly restricted discretion allowed to the same commissions in questions of rate regulation. 9 And in the Federal field, the somewhat limited jurisdiction of the Postmaster-General over the sale of fraudulent securities through the mails has on review been liberally treated by the courts. 30 In direct contrast to these lines of precedent setting a liberal standard for the judicial review of administrative security regulation, stands the record of the federal courts in reviewing Federal Trade Commission orders in the past. The paternal supervision exercised over the Commission in its regulation of unfair trade practices has been too often noted to need substantiation here. 1 Purporting to hold the Commission within its statutory powers, the courts have in effect substituted their own judgments at will for those of the Commission's experts, to the point of emasculating the administrative body in the performance of what it reasonably conceived to be its proper duties."
It is true that this paternalism relaxed a bit as trade regulation left its formative stage. The courts came to give more weight to Commission findings, 3 3 perhaps from a feeling that their ward had grown older. But through the technique of the earlier decisions, the courts still hold and too readily exercise 34 a whiphand over the Commission. The danger is a live one that this same technique and this same unwillingness to concede responsibility to the Commission may be carried over to the securities field, particularly in view of the novelty of federal control. Nor would it be difficult for the courts to discover legalistic justification for hamstringing the Commission in its effective use of the stop order. The legislative hope that the Commission's findings of fact "shall be conclusive," 15 almost identical to that embodied in the Clayton Act, 3 6 could be qualified out of existence. At the utmost extreme, an application of the principle enunciated by the Supreme Court in Crowell v. Benson 3" -that "fundamental" or "jurisdictional" facts demand a court determination-might be held to subject to judicial review de novo every Commission finding contributing to the issuance of a stop order, and might thus leave the Commission without a vestige of discretion, power, or usefulness under the Act.
Yet when the cases actually come to court, neither the liberal nor the strict line of precedent will or should be controlling. The regulation of securities by the Federal Trade Commission is an entirely different thing from the regulation of securities by other commissions and from the regulation of other matters by the Trade Commission. With the doors of analogous precedent open to either choice, a display of tolerance and a granting of leeway to the body entrusted with the major task of enforcing an important piece of social legislation seems, without question, the wiser judicial course.
In encouraging the courts to refrain from interfering with the administrative work of security regulation and to assist, by upholding, a practical enforcement of the Act, a large share of the opportunity and 34. Cf. International Shoe Co. v. Federal Trade Commission, supra note 31, holding that under the Clayton Act the courts must have the power to examine the whole record, ascertain the issues presented, and determine whether there are any material facts not reported by the Commission, since the statute grants jurisdiction to make and enter upon the pleadings, testimony and proceedings, a decree affirming, modifying, or setting aside an order. 
§ 9 (a).

1933]
responsibility reverts to the Commission itself. The more ably it supervises the issuing of securities, the less excuse the courts will find to overturn its decisions. So from the Commission's initial task of carrying on its shoulders the affirmative protection of the investing public under the Act, the circle returns again to the Commission, leaving to it the correlative burden of persuading the courts not to interfere with a job well done.
This importance of the Commission in the protective scheme will become more and more apparent as time goes on. Such amendments to the present statute as have been suggested or contemplated would not narrow the broad scope of the Commission's power. Most of them seek to limit or define more closely the liabilities imposed by way of backhand protection, 3 " and it is the furore raised in behalf of these which has created in the public mind a warped impression of just what the Act purposes to do. Among the more thoughtful and less prejudiced proposals is one which would give the Commission original jurisdiction of civil liability suits arising under the Act and thus complete the Commission's cycle of direct responsibility. 9 After the changes have been made and the courts have read law into the disputed phrases-after the adolescent years have passed-the flexible day-to-day control of security issues will still rest, curiis volentibus, with the Commission alone.
The Federal Securities Act was passed to protect individuals from losing their money by investing it in unsoundly or unscrupulously financed business enterprises. If this be truism, may the Commission, the courts, and the commentators make the most of it. [Vol. 43
